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FEDERAL RESERVE’S FIRST MONETARY
POLICY REPORT FOR 2003

TUESDAY, FEBRUARY 11, 2003

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:15 a.m., in room SH-216 of the Hart
Senate Office Building, Senator Richard C. Shelby (Chairman of
the Committee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing will come to order.

I believe we have a quorum. Since we have a quorum present,
I would ask that the Committee favorably report the nomination of
William Donaldson, to be a Member of the Securities and Exchange
Commission for the remainder of the term expiring June 5, 2007.

Can we do a voice vote?

Senator DoDD. I second the nomination on that, Mr. Chairman.

Chairman SHELBY. The nomination has been seconded by Sen-
ator Dodd. All in favor, say aye.

[A chorus of ayes.]

Chairman SHELBY. All opposed, no.

[No response.]

Chairman SHELBY. The ayes have it.

The nomination is favorably reported. We will leave the record
open so that any Member who is not present will have an oppor-
tunity to record their votes, if they care to.

I am very pleased this morning to welcome Chairman Greenspan
before the Committee on Banking, Housing, and Urban Affairs, to
testify on the Federal Reserve’s Semi-Annual Monetary Policy Re-
port to the Congress.

Chairman Greenspan, our Nation’s economy appears to be highly
resilient. Last year, accounting scandals and corporate misdeeds
unnerved investors and weakened trust in financial markets. The
war on terrorism and our continuing efforts to enhance homeland
security consumed valuable resources, but are necessary to pre-
serve long-term security and freedom.

Despite these challenges, the economy grew at a 2.8 percent pace
in 2002, with inflation remaining low at only 1.3 percent. Produc-
tivity growth was more impressive. On an annual average basis,
productivity in both the business and nonfarm business sectors
rose 4.7 percent in 2002—the fastest pace since 1950, and more
than four times the 1.1 percent gain posted in 2001. On the unem-
ployment front, the unemployment rate decreased to 5.7 percent in
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January, falling three-tenths of a percentage point from December’s
6.0 percent, and hit its lowest level since September 2002.

On the economic front, consumers continue to be a source of
strength to this economy. Many homeowners have benefited from
record low interest rates as they purchase new homes and refi-
nance mortgages. Residential investment remains strong, but busi-
ness investment continues to be weak. This is certainly a source of
concern as we look to businesses to purchase new equipment and
hire new workers.

I believe that ending the double tax on corporate income and per-
manently raising expensing limits for small firms would stimulate
more of this needed investment. While it would be very difficult to
repeat the productivity gains of this past year, we need to continue
to focus on what can be done to further grow the economy, to im-
prove productivity, and ultimately the standard of living for all our
workers.

This requires that we look to our fiscal policy for improvement.
I believe the President has put forward a very thoughtful, targeted,
and balanced plan that would not only stimulate the economy in
the short term, but make very positive long-term policy changes
that would sustain strong economic growth.

But just as vital to our success in achieving these goals is the
underlying credibility and integrity of our capital markets.

Earlier this morning, just a few minutes ago, this Committee
voted to send forward the nomination of William Donaldson to
chair the Securities and Exchange Commission. I believe he has
the stature and the experience to provide the strong leadership
that will be necessary to help set the tone for the high standards
of corporate governance and financial reporting that our markets
demand.

Mr. Chairman, we are pleased to have you with us this morning,
and we look forward to you discussing with us the necessary ac-
tions we must take to ensure that our economy grows and prospers
in the coming years. I look forward to hearing your remarks.

Senator Dodd.

STATEMENT OF SENATOR CHRISTOPHER J. DODD

Senator DopD. Mr. Chairman, Senator Sarbanes, I am sure, will
be along shortly. Let me make a couple of opening comments, and
then leave the record open for Senator Sarbanes to add his
thoughts as well.

First of all, Mr. Chairman, we welcome you once again before
this Committee to discuss the Federal Reserve’s Monetary Policy
and the state of the economy. It is always a pleasure to have you
here before us.

Since you last appeared before the Committee, Mr. Chairman,
the unemployment rate has lingered near 6 percent and the stock
market continues to tumble. Consumer confidence levels remain
low and economic growth has been reduced to a near stand-still, at
0.07 percent. All this, in addition to the looming war and rising oil
prices, has led some analysts to continue to express concern that
we may see a double-dip recession.

When President Bush took office, the Nation was in the midst of
its fourth consecutive year of budget surpluses. Both the Congres-
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sional Budget Office and the Office of Management and Budget
projected surpluses of more than $5.6 trillion over fiscal years 2002
through 2011.

At that time, the President submitted his first budget 2 years
ago and he promised that the Nation could afford to use projected
surpluses to pay for his $1.3 trillion tax cut, and still have enough
to meet our spending needs in the Nation. I believe he was wrong.
His tax cuts have brought about soaring deficits and instead of try-
ing to decrease the deficit, the President continues to add to it.

Last week, President Bush submitted his fiscal year 2004 budget
proposal to Congress, which substantiates how much the economy
has deteriorated during his first 2 years in office.

In the Bush Administration’s first budget, it projected a 2004
surplus of $262 billion. In his second budget, a year ago, the Ad-
ministration projected a $14 billion deficit for the year 2004. And
now the budget for fiscal year 2004 projects a record deficit of $304
billion this year and $307 billion next year.

During President Clinton’s last year in office, we were looking at
record surpluses of $236 billion. This is the swiftest fiscal deterio-
ration our Nation has seen in its history. This is even worse than
the record deficit set by President Bush’s father.

Even though the numbers show that the President’s previous
economic policies hurt the economy, this year’s budget contains
much of the same centerpieces as the first budget demonstrated—
tax cuts for some of the wealthiest Americans. This year’s proposed
tax cuts will cost $1.3 trillion.

I see, by the way, my colleague from Maryland has arrived.

Just yesterday, more than 10 Nobel Laureates, together with 450
respected economists from wuniversities and institutes from all
across the Nation signed a statement expressing caution that the
tax cut plan proposed by the President will not only fail to help the
economy in the short run, but also will weaken it over the long
term by enlarging projected deficits.

Any growth package, of course, that Congress passes should go
to the people who most feel the ills of the economy. After all, since
before President Truman, no President has presided over an econ-
omy registering net job loss until now.

Since President Bush took office, the economy has lost 2.3 million
private-sector jobs, averaging about 75,000 jobs lost a month. In
contrast to the previous Administration, we saw the creation of
239,000 jobs gained per month.

In 2001, it was projected that we would be debt-free by 2008. The
Congressional Budget Office now forecasts that the Nation’s pub-
licly held debt will skyrocket to close to $4 trillion.

History has shown us that if we ignore fiscal discipline, the debt
continues to increase and we will see high long-term interest rates
and lower productivity growth. Businesses will be less likely to in-
vest and spend.

Chairman Greenspan himself has said this throughout the years.

Mr. Chairman, these are trying times both home and abroad. But
the decisions we make on the economy today will have long-lasting
implications for all of us, and generations to come hereafter.

We need to understand that circumstances have changed pro-
foundly. Our surpluses have turned into deficits. We are seeing a
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record number of job losses. Our economy’s growth rate has been
the slowest in 50 years. The Dow and NASDAQ stock markets have
lost roughly $5 trillion in market value.

It would be foolish for anyone to think that our policies should
not change in response to these circumstances. It is unfortunate
that thus far the Administration, in my view, has failed to see this.

So, Mr. Chairman, we look forward to hearing from you this
morning to talk about what can be done to change the direction
that we presently seem to be heading in.

Chairman SHELBY. Senator Allard.

COMMENTS OF SENATOR WAYNE ALLARD

Senator ALLARD. Thank you, Mr. Chairman, for holding this
hearing. I would like to join you in welcoming Chairman Green-
span before this Committee again. It is always a delight to hear his
comments as we move forward with the next Congressional session.

I happen to feel that when the President assumed office, the
economy was beginning to head in the wrong direction. It was
headed in a negative direction. And I believe now, that the econ-
omy is beginning to head back in a positive direction.

I want to thank Chairman Greenspan for his efforts to get us on
the right track.

Yet, the American economy still has some elements of uncer-
tainty. But I still believe it is critical that the Congress move to
address the long-term solvency of Social Security and Medicare, to
put the Government on a plan to pay down the national debt, and
to continue to cut taxes. I believe by pursuing policies of low tax-
ation, limited Federal regulation, free trade, and monetary policy,
the United States will experience great wealth and opportunity. We
will create new jobs.

I believe that we should follow these policies of limited Govern-
ment. And Chairman Greenspan, having shared a few of my
thoughts with you, I now look forward to your comments.

Thank you, Mr. Chairman.

Chairman SHELBY. Senator Reed.

STATEMENT OF SENATOR JACK REED

Senator REED. Thank you very much, Mr. Chairman. And thank
you, Chairman Greenspan, for joining us.

I would like to associate myself with Senator Dodd’s comments.
I thought he was quite eloquent in his discussion of the current
economic situation. Like him, I am afraid that the fiscal discipline
of the 1990’s is a fading memory and we are headed for a repeat
of the fiscal mistakes of the 1980’s.

The 1980 tax cuts were a mistake at that time, but similar poli-
cies would be an even greater mistake now. At least in the 1980’s,
the pressures on the budget from the retirement of the baby-boom
generation were off in the relatively distant future and there was
time to restore fiscal discipline.

This time, however, the biggest tax cuts will be kicking in at just
about the same time that the baby boomers start retiring and start
claiming the Social Security benefits that they have contributed
and the Medicare they expect.
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There is a fundamental question that we have to address—is this
Government going to break its commitments to the beneficiaries of
Social Security who have contributed to the system and to Amer-
ican citizens who reasonably expect that their health bills will be
paid by Medicare?

Also, we have a commitment to fund an ongoing war against ter-
rorism and perhaps other military operations, a commitment I do
not think anyone around this table, and Chairman Greenspan
would say, we will not fulfill totally.

With the context of Social Security, Medicare, and expenditures
for war, we have to be concerned about the proposed tax cuts,
which are I think both unwise and unfair.

Indeed, one of the economists today who associated himself with
the hundred other economists in the United States, including sev-
eral Nobel Prize Winners, indicated that the President’s tax plans
are a weapon of mass destruction aimed at the middle class.

I think we have to be cognizant of those types of comments and
recognize and understand that the policies being advanced today by
the President will not help restore our economy, nor will they help
us face the responsibilities to fund Social Security, Medicare, and
to conduct an international war against terrorists.

Thank you, Mr. Chairman.

Chairman SHELBY. Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman.

I would like to thank you for holding the hearing, and I would
like to thank Chairman Greenspan for coming before the Com-
mittee today.

As we all know, and as has been said before, our Nation’s econ-
omy has been sputtering. We had good growth in the first quarter
of last year. We had weak growth in the second quarter. We had
good growth again in the third quarter. And we had almost no
growth at all in the fourth quarter.

Seasonally adjusted unemployment was down in January, after
a sharp rise in December. The stock market was up and now on
the uncertainty of a possible war, it is down. Energy prices are up,
but interest rates are still low.

As I have pointed out many times, I believe that you waited too
long to cut the Federal funds rate when the economy started
tanking in 2000. I believe that delay has greatly contributed to the
state of our economy right now. Unfortunately, we do not have a
time machine to fix past mistakes. You did aggressively cut rates
to try to help right the economy, so much so that it is pretty dif-
ficult to cut much more. Unfortunately, it was late in the game.

Hopefully, you will have some good news for us today. The Amer-
ican people still do not have strong confidence in this economy.
They may see a light at the end of the tunnel, but they still think
it might be a train.

Your words matter, Chairman Greenspan, maybe more than they
should. But they still matter.

You make statements on fiscal policy, which you should not be
doing. I understand that sometimes making statements, you be-
lieve you are off the record, and your comments about the Presi-
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dent’s economic plan may have been taken out of context. But this
is Washington. Every microphone is “wired and hot.”

You have been in this town for a long time. Some might say too
long. You know “how to play the game” and you have played it
well. If you are innocent and if the statement you made about the
President’s plan were off the record and out of context, you should
have known better.

If it was neither off the record, nor out of context, then you are
once again interjecting yourself into matters where you have no
business. Like you, I believe the Federal Reserve should be fiercely
independent. No President should try and set monetary policy.
That is not his job.

But the Fed Chairman should not try to set fiscal policy. That
is not your job. It is a two-way street. I understand you are asking
questions about fiscal policy. I am sure you will be asked some fis-
cal policy questions at this hearing, and you should answer them
truthfully. But just as the President should not undermine you on
monetary policy, you should not undermine him or Congress on fis-
cal policy.

Once again, thank you, Mr. Chairman, for holding this hearing.

Thank you, Chairman Greenspan, for running the gauntlet
today. I look forward to talking with you further during the ques-
tion and answer period.

Chairman SHELBY. Senator Schumer.

COMMENTS OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you, Mr. Chairman.

I want to thank Chairman Greenspan for being with us because
I believe that there is no more respected economist in the world,
and we greatly value your time and perspective.

Seeing Chairman Greenspan here today makes me think of the
classic Yogi Berra line, it is like déja vu all over again.

We are all here together again. It is almost 2 years to the day
when Chairman Greenspan testified before us, and again, the
President has proposed tax cuts that have a profound fiscal impact.
Again, we are trying to sort through it all to find the best policy.

But one thing is different today. Instead of surpluses, we have
ever-widening deficits as far as the eye can see. And I believe we
need strong and independent voices to speak out against this ever-
increasing fiscal imprudence.

I disagree with my good friend from Kentucky. We need your
voice. It is our hope that you will be one of those voices that speaks
out against this fiscal imprudence because there is no stronger, no
more respected, and no more needed voice than yours today.

Our hope is that we do not end up in a true fiscal morass down
the road. I very much look forward to the Chairman’s comments.

Chairman SHELBY. Senator Sununu.

COMMENTS OF SENATOR JOHN E. SUNUNU

Senator SUNUNU. Thank you, Mr. Chairman.

Welcome, Chairman Greenspan. I appreciate your taking the
time. I know these hearings are extremely time-consuming and you
are faced with Members of Congress, on the House side and on the
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Senate side, that would like to explain to you exactly how we would
act if we had your job. So, I appreciate your patience.

This is an important time internationally and domestically. I
would be very interested in hearing your thoughts today about how
the long-term prospects of establishing greater stability overseas,
such as in Iraq and North Korea, can promote a better investment
climate and can help accelerate whatever benefits—either from tax
policy or fiscal policy—here in the United States, I look forward to
your testimony.

Thank you.

Chairman SHELBY. Senator Bayh.

COMMENTS OF SENATOR EVAN BAYH

Senator BAYH. Thank you, Chairman Shelby.

Chairman Greenspan, thank you for being with us today. We are
all here to hear from you and so I am going to save my comments
for the question period.

Chairman SHELBY. Senator Dole.

COMMENTS OF SENATOR ELIZABETH DOLE

Senator DOLE. Thank you, Mr. Chairman.

Mr. Greenspan, I certainly appreciate very much the opportunity
as a new Member of the Committee to hear your report this morn-
ing. And in the interest of time, I am going to submit my formal
statement for the record.

Chairman SHELBY. Without objection, it will be made part of the
record.

Senator Miller.

COMMENTS OF SENATOR ZELL MILLER

Senator MILLER. Thank you, Chairman Shelby, for holding this
hearing.

I have no opening statement, but we are glad to have you with
us again, Chairman Greenspan.

Chairman SHELBY. Senator Crapo.

COMMENTS OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you, Mr. Chairman. I will be brief as well.

Chairman Greenspan, I appreciate the opportunity to meet with
you again and look forward to your testimony.

Obviously, from some of the comments that have already been
made, it is very clear that your opinion on economic matters carries
a significant amount of weight. I, along with the others that are
here, are going to be looking very closely at your evaluation of what
is needed in our economy, not only in terms of some of the eco-
nomic policy decisions that we will be making here in Congress
with regard to the President’s proposal, but also with regard to
some of the issues that have been around previously.

For example, the derivatives issue still may arise. And I expect
that during the question and answer period, to have an opportunity
to discuss that with you, to see if your opinion has changed at all
on how we should approach those types of issues.
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But, again, as some of my collegues have indicated, we are here
to listen to you. And I look forward to the opportunity that we have
to visit with you today.

Thank you.

Chairman SHELBY. Senator Carper.

STATEMENT OF SENATOR THOMAS R. CARPER

Senator CARPER. Thanks, Mr. Chairman.

Chairman Greenspan, welcome. We are delighted to have you
with us today.

One of my colleagues said earlier today that the President should
not try to fix monetary policy any more than the Chairman of the
Federal Reserve should try to fix fiscal policy.

I was just thinking—how many Presidents have we seen in my
lifetime who tried to fix monetary policy? I am not going to ask you
to address that question. But I think most of us here know that
there has been some precedent for that.

I share with you a conversation we had with some Democratic
and Republican centrist Senators not so long ago, conversations I
had with some business leaders back in my own State of Delaware,
where we talked about what we needed to do to get the economy
moving.

They talked a whole lot about uncertainty. They spoke of the un-
certainty that we have faced with investor confidence, lack of inves-
tor confidence over the last year and hopefully, the steps that we
have taken here today in moving forward the nomination of Bill
Donaldson to chair the Securities and Exchange Commission will
help to alleviate some of that uncertainty.

As time goes by, the implementation of the Sarbanes-Oxley legis-
lation will hopefully help to boost investor confidence as well.

We have uncertainty because of the fear of terrorist attacks.
What are we in—orange alert these days, and a whole lot of uncer-
tainty that continues to swirl around that.

We have faced the uncertainties of the elections. We have sur-
vived the elections. We now know who is in the majority and who
is not.

We still face the uncertainty of a potential war with Iraq, the ef-
fect that that war will have on energy prices, on the availability
of oil, the prospect of an altercation with North Korea as we deal
with them and their problems.

We have all kinds of uncertainty that flow out of class action
lawsuits where little local courts in places like East St. Louis, Illi-
nois and places in Alabama and Texas are making national class
action law for our country.

We see uncertainty facing companies with little exposure to as-
bestos that are actually taking them under and putting them into
bankruptcy.

We see uncertainty with spiraling health care costs. And we see
the uncertainty of a trade deficit, where we have gotten better at
exporting jobs. Not just manufacturing jobs, but jobs that are high-
paying jobs—software jobs, technology jobs that are going abroad
faster than we would like to think.

The last thing that I wanted to say is I had an interesting meet-
ing with Dan Crippen, our recently departed CBO Chairman. He
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put in context the Administration’s tax cut proposal and talked
about its effect on the economy.

He looked ahead for the next 10 years and said, GDP for the next
10 years will be about $120, $130, maybe $140 trillion. He also said
the size of this tax cut proposal that we are looking at is about
$650 billion. An economy of $140 trillion for the next 10 years,
about a $650 billion tax cut.

And what he said then really helped me put it in context. He
said it is a 65-cent change to a $140 economy.

Sometimes we delude ourselves, I think, by presuming that a tax
cut or a spending policy is going to somehow move the economy,
when actually what we do is relatively small compared to the size
of the economy itself.

I would just say to my colleagues, and certainly to you, and to
the Administration, that we need to deal with uncertainty to get
the economy moving.

You have done a great job on monetary policy. You have done a
terrific job and you are to be commended for that.

Thank you.

Chairman SHELBY. Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman.

First, I want to commend our new Chairman for producing an
immediate quorum this morning to report Mr. Donaldson out of the
Committee, and I would like to join that favorable vote. In fact, Mr.
Chairman, with your indulgence and that of my colleagues, I would
like to make just a short statement about Mr. Donaldson.

In my view, he brings considerable relevant experience to this
new assignment as Chairman of the SEC. He founded and man-
aged a major investment company, Donaldson, Lufkin & Jenrette.
He served as Chairman and CEO of the New York Stock Exchange.
He was Chairman and President and CEO of a multibillion dollar
public company. And he was the first Dean and Professor at the
Yale School of Management.

He will face a daunting task as the new Chairman of the SEC.
He must join with his fellow Commissioners in appointing the
Chairman of the Public Company Accounting Oversight Board. He
must address the challenge of restoring confidence to the capital
markets. And I very much hope that he would move immediately
to implement pay parity at the SEC.

I am pleased in his appearance before the Committee of recog-
nizing the importance and immediate challenge of implementing
the accounting responsibility and investor protection legislation we
passed here in the Congress last year.

At his confirmation hearing, he testified that he will vigorously
enforce Sarbanes-Oxley and the rules and regulations already put
forth by the SEC.

He went on to say: “I will demand accountability from all respon-
sible parties. I will aggressively enforce civil penalties and work co-
operatively with the State and Federal law enforcement agencies
and the President’s Corporate Fraud Task Force to bring those who
break the law to justice.”
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He went on to pledge to call on corporate America and Wall
Street to restore the principles of honesty and integrity to their
proper place. He indicated a strong concern for the welfare of the
employees of the SEC. He pledged to address issues of morale and
union relations at that Agency.

I am hopeful that Mr. Donaldson will effectively manage the SEC
and effectively enforce the Federal securities laws and that he will
bring about a new era of respect for the Agency and confidence in
the U.S. securities markets.

And I know, Mr. Chairman, you have indicated an intention on
the part of this Committee to follow closely with oversight hearings
the activities at the SEC.

Chairman SHELBY. Absolutely.

Senator SARBANES. I am very pleased to join with my colleagues
in welcoming Chairman Greenspan before our Committee this
morning to testify on the Federal Reserve’s Semi-Annual Monetary
Policy Report to the Congress.

The Federal Reserve was created with an act of Congress. We
have the oversight responsibility over the activities of the Federal
Reserve.

We have tried to formalize those with these semi-annual reports
to the Congress, which I think are extremely important. I am
pleased that Chairman Greenspan is back before us carrying out
this responsibility.

I want to make brief reference to the statement that was signed
by the economists, including 10 Nobel Prize Winners, that was just
released yesterday. They have pointed out the slowdown in the eco-
nomic growth, the loss of private-sector jobs, the over-capacity, cor-
porate scandals, and uncertainty weigh down the economy.

They view with considerable concern—one might say almost
alarm—the tax cut plan proposed by the President, as a permanent
change in the tax structure rather than directed toward the short-
term problem of creating jobs and growth, and note that it would
worsen the long-term budget outlook, adding to the Nation’s pro-
jected chronic deficits.

Some of my colleagues have pointed out, when President Bush
came into office in January 2001, that the Federal Government was
projecting a 10-year surplus of $5.6 trillion. In fact, Chairman
Greenspan came before the Senate at that time supporting a tax
cut proposed by President Bush on the grounds that the Govern-
ment was paying off its debt too fast. I remember that hearing as
though it were yesterday. Chairman Greenspan argued that a tax
cut was needed, to “smooth the glide path,” so that the Government
debt would not be paid off too quickly and put the Government in
the position of acquiring private assets.

Well, that was then and this is now.

If the President’s program were enacted into law, the program
currently being proposed, the budget projections for the same 10-
year period would be a $2.1 trillion deficit. In other words, we have
gone from projecting a $5.6 trillion surplus to where we would now
project a $2.1 billion. Trillion. Excuse me—$2.1 trillion deficit. That
is obviously a shift of $7.7 trillion. That projected figure does not
include the cost of a possible war with Iraq—probably one should
strike the word possible. It also does not include tax changes such
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as the reform of the alternative minimum tax and the extension of
tax provisions currently scheduled to sunset, which almost cer-
tainly will be extended. We have done that continuously.

By any measure, we are in the process of transforming the fiscal
position of the United States from one of fiscal surplus to one of
large fiscal deficits. Given the scale of the deficits that would be
created by the President’s plan, fundamental questions are raised
about the impact of deficits on interest rates, investment, growth,
and jobs in our economy.

Witnesses for the Administration are downplaying the impact of
budget deficits. I might note that many of these witnesses not very
long ago were in here testifying in favor of the balanced budget
amendment to the Constitution of the United States, to require
that the Federal Government have a balanced annual budget.

In the face of the uncertain demands on public resources imposed
by the war on terrorism, by homeland defense, by our difficulties
with North Korea, and the march toward war with Iraq, I think
the President’s fiscal proposals are reckless and irresponsible.

It would deny us the public resources we need to meet current
and future challenges. It would put upward pressure on long-term
interest rates, which would reduce economic growth and impose
greater hardship on middle and working class Americans.

Mr. Chairman, I look forward to reviewing these and other issues
with Chairman Greenspan this morning.

Thank you very much.

Chairman SHELBY. Senator Johnson.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Thank you, Chairman Shelby, and Ranking
Member Sarbanes. And thank you for convening today’s hearing to
examine the monetary policy of the United States. We are privi-
leged to have before us Chairman Alan Greenspan, and I welcome
him here today to the Senate Banking Committee.

Today, as we gather to hear about the state of America’s econ-
omy, we face a grim picture. It is sobering to note, as Ranking
Member Sarbanes has just observed, that just 2 years ago, in this
very room, Chairman Greenspan cautioned this Committee about
the dangers of paying down the national debt too quickly. Now just
a short time later, we face a $304 billion deficit this year alone,
and a deficit of more than $2 trillion projected over the next 10
years. That is without counting the costs of war, the AMT fix, or
homeland security, the war and homeland security both being par-
ticularly unknown and contingent in terms of the nature of the ex-
pense that that will entail, other than the obvious observation that
it will be extraordinarily costly.

I speak in a somewhat unique circumstance among my col-
leagues in that in 2001, I voted to support President Bush’s $1.3
trillion tax cut. And while I worked to moderate the cost of that
tax cut in its initial proposal, and while I worked to redirect more
of those resources toward middle class and working families, I
agreed with Chairman Greenspan, who has often warned that Gov-
ernment should not accumulate taxpayer dollars. At the time that
I voted for that tax relief, this country faced historically high sur-
pluses projected at $5.6 trillion for fiscal years 2002 through 2011,
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and I committed myself to assisting to return surplus funds to the
taxpayer at that time. I did so, however, on the condition that
President Bush himself reiterated during his most recent State of
the Union address when he said: “We will not pass along our prob-
lems to other Congresses, other Presidents, and other generations.”

It is difficult to believe that our circumstances have changed so
dramatically since President Bush took office 2 short years ago. It
is even more difficult to believe that President Bush appears deter-
mined to do exactly the opposite of what he pledged not to do. That
is, pass along our actions to the next generation.

And frankly, I am appalled at the President’s recklessness in pro-
posing a massive tax cut targeted for the rich, while so many of our
Nation’s basic needs go unmet and while the prospect of enor-
mously deep budget deficits loom before us. I simply cannot under-
stand the impulse to plunge our Nation into even more staggering
deficits at this time.

Now, I believe that any stimulus plan has to meet three simple
conditions: One, it should give tax relief to working families who
need it and who will spend it. Two, it should give tax relief now,
while the economy is weak. And three, it should not saddle our
children and grandchildren with additional debt.

In 2001, we were faced with record surpluses. Times have
changed radically. And as I look, and as my constituents look back
at what has gone on over the last several years, we have gone from
a time when, frankly, the Democrats were in control in the White
House and the Congress and the economy was deep in red ink. And
the advice was to balance the budget, and that should come ahead
of education and health care and other domestic needs. And that
was done.

Then, we reached a time when Democrats again were in control
in Congress, at the White House, and times were good, and we had
budget surpluses. Again, the recommendation was tax cuts should
come ahead of education, health care, and other domestic needs.

Now, we find ourselves with our Republican friends at the White
House and in Congress, and the circumstances again deep in red
ink and the advice yet again is tax cuts ahead of education, health
care and other domestic needs.

My constituents are wondering whether this is economic advice
we are receiving or whether it is simply political ideology, whether
this has less to do with the economy than it does with bankrupting
the Federal Government so that we do not find ourselves in a posi-
tion where we can invest in our schools, in our families, in our
kids, in the infrastructure that we need to have, in the health care
needs of our people.

I have to tell you that the observations that I hear from my con-
stituents are grim, indeed, about where this country is going and
what the prospects are going to be in the future years if we con-
tinue to follow down this road of fiscal irresponsibility.

I appreciate the opportunity to listen to your words of advice, Mr.
Greenspan, here today. I share with you the observations of so
many of my constituents and the great fear and concern they have.

I look forward to a very constructive hearing today. Thank you,
Mr. Chairman.

Chairman SHELBY. Senator Corzine.
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COMMENTS OF SENATOR JON S. CORZINE

Senator CORZINE. Thank you, Mr. Chairman.

First of all, I am pleased that we are having this hearing and
I welcome Chairman Greenspan. It is ironically disturbing to me
that I am bouncing back and forth between the Foreign Relations
Committee and here today. The two issues on the table are very
much interconnected. We have a tragedy of the war on terrorism
ongoing, a real element of concern to the American public. We have
risks of war, and we are having a hearing on the costs of recon-
struction of Iraq in a post-conflict period. And I am hearing from
Under Secretary Grossman in that hearing that it will take a long
and sustained commitment.

Times have changed. The world has changed, whether it is with
regard to national security issues. And certainly, anyone’s reading
of the budget and economic conditions, which we have heard my
colleagues speak of.

I look forward to hearing how the Federal Reserve and one of
those people most respected in the world believes we should
change, given the changing circumstances and environment we face
with regard to the economy.

These are truly times of challenge for our Nation. And it is very
hard for one to understand how we can, in the first time in our his-
tory at least that I know of, that we have chosen to have tax cuts
in the midst of such great national challenge.

I will be anxious to hear what the Chairman has to say about
these kinds of issues.

Thank you.

Chairman SHELBY. Mr. Chairman, welcome again to the Com-
mittee. Your written statement will be made a part of the record
in its entirety. You may proceed as you wish.

STATEMENT OF ALAN GREENSPAN, CHAIRMAN
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Chairman GREENSPAN. My written statement, as you know, Mr.
Chairman, is rather extended and I do not intend to speak more
than 10 to 12 minutes, which would be a significant excerpt out of
that long testimony.

Mr. Chairman and Members of the Committee, when I testified
before this Committee last July, I noted that, while the growth of
economic activity over the first half of the year had been spurred
importantly by a swing from rapid inventory drawdown to modest
inventory accumulation, that source of impetus would surely wind
down in subsequent quarters, as it did. We at the Federal Reserve
recognized that a strengthening of final sales was an essential ele-
ment of putting the expansion on a firm and sustainable track. To
support such a strengthening, monetary policy was set to continue
its accommodative stance.

In the event, final sales continued to grow only modestly, and
business outlays remained soft. Concerns about corporate govern-
ance, which intensified for a time, were compounded over the late
summer and into the fall by growing geopolitical tensions. Equity
prices weakened further, the expected volatility of equity prices
rose to unusually high levels, spreads on corporate debt and credit
default swaps deteriorated, and liquidity in corporate debt markets
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declined. The economic data and the anecdotal information sug-
gested that firms were tightly limiting hiring and capital spending
and keeping an unusually short leash on inventories.

By early November, conditions in financial markets had firmed
somewhat. But on November 6, with economic performance remain-
ing subpar, the Federal Open Market Committee chose to ease the
stance of monetary policy, reducing the Federal funds rate 50 basis
points, to 14 percent. We viewed that action as an insurance
against the possibility that the still widespread weakness would be-
come entrenched.

In the weeks that followed, financial market conditions continued
to improve, but only haltingly. Mounting concerns about geo-
political risks and energy supplies were mirrored by the worrisome
surge in oil prices, continued skittishness in financial markets, and
substantial uncertainty among businesses about the outlook.

Partly as a result, growth of economic activity slowed markedly
late in the summer and in the fourth quarter. Much of that decel-
eration reflected a falloff in the production of motor vehicles from
the near-record level that had been reached in the third quarter
when low financing rates and other incentive programs sparked a
jump in sales. The slowing in aggregate output also reflected ag-
gressive attempts by businesses more generally to ensure that in-
ventories remained under control. Thus far, those efforts have
proven successful in that business inventories, with only a few ex-
ceptions, have stayed lean.

Apart from these quarterly fluctuations, the economy has largely
extended the broad patterns of performance that were evident at
the time of my July testimony. Most notably, output has continued
to expand, but only modestly. As previously, overall growth has si-
multaneously been supported by relatively strong spending by
households and weighed down by weak expenditures by businesses.
Importantly, the favorable underlying trends in productivity have
continued. One consequence of the combination of sluggish output
growth and rapid productivity gains has been that the labor mar-
ket has remained quite soft.

Another consequence of the strong performance of productivity
has been its support of household incomes despite the softness of
labor markets. Those gains in income, combined with the very low
interest rates and reduced taxes, have permitted relatively robust
advances in residential construction and household expenditures.
The increases in consumer outlays have been financed partly by
the large extraction of built-up equity in homes.

While household spending has been reasonably vigorous, we have
yet to see convincing signs of a rebound in business outlays. The
emergence of a sustained and broad-based pick-up in capital spend-
ing will almost surely require the resumption of substantial gains
in corporate profits.

Of course, the path of capital investment will also depend on the
resolution of the uncertainties surrounding the business outlook.

The intensification of geopolitical risks makes discerning the
economic path ahead especially difficult. If these uncertainties di-
minish considerably in the near term, we should be able to tell far
better whether we are dealing with a business sector and an econ-
omy poised to grow more rapidly—our more probable expectation—
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or one that is still laboring under persisting strains and imbalances
that have been misidentified as transitory.

If instead, contrary to our expectations, we find that, despite the
removal of the Irag-related uncertainties, constraints to expansion
remain, various initiatives for stimulus will doubtless move higher
on the policy agenda. But as part of that process, the experience
of recent years may be instructive. As I have testified before this
Committee in the past, the most significant lesson to be learned
from recent American economic history is arguably the importance
of structural flexibility and the resilience to economic shocks that
it imparts.

I do not claim to be able to judge the relative importance of con-
ventional stimulus and increased economic flexibility to our ability
to weather the shocks of the past few years. But the improved flexi-
bility of our economy, no doubt, has played a key role. That in-
creased flexibility has been in part the result of the ongoing success
in liberalizing global trade, a quarter-century of bipartisan deregu-
lation that has significantly reduced rigidities in our markets for
energy, transportation, communication, and financial services, and,
of course, the dramatic gains in information technology that have
markedly enhanced the ability of businesses to address festering
economic imbalances before they inflict significant damage. This
improved ability has been facilitated further by the increasing will-
ingness of our workers to embrace innovation more generally.

It is reasonable to surmise that but, not only have such measures
contributed significantly to the long-term growth potential of the
economy this past decade, but they have also enhanced its short-
term resistance to recession. That said, we have too little history
to measure the extent to which increasing flexibility has boosted
the economy’s potential and helped damp cyclical fluctuations in
activity.

Even so, the benefits appear sufficiently large that we should be
placing special emphasis on searching for policies that will engen-
der still greater economic flexibility and dismantling policies that
contribute to unnecessary rigidity. The more flexible an economy,
the greater its ability to self-correct in response to inevitable, often
unanticipated, disturbances, thus reducing the size and the con-
sequences of cyclical imbalances. Enhanced flexibility has the ad-
vantage of adjustments being automatic and not having to rest on
the initiatives of policymakers, which often come too late or are
based on highly uncertain forecasts.

Policies intended to improve the flexibility of the economy seem
to fall outside the sphere of traditional monetary and fiscal policy.
But decisions on the structure of the tax system and spending pro-
grams surely influence flexibility and thus can have major con-
sequences for both the cyclical performance and long-run growth
potential of our economy.

As we approach the next decade, we need to focus attention on
this necessity to make difficult choices from among programs that,
on a stand-alone basis, appear very attractive.

Because the baby boomers have not yet started to retire in force,
and accordingly, the ratio of retirees to workers is still relatively
low, we are in the midst of a demographic lull. But short of an out-
sized acceleration of productivity to well beyond the average pace
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of the past 7 years or a major expansion of immigration, the aging
of the population now in train will end this state of relative budget
tranquility in about a decade’s time. It would be wise to address
this significant pending adjustment and the associated potential for
the emergence of large and possibly unsustainable deficits sooner
rather than later. As the President’s just-released budget put it:
“The longer the delay in enacting reforms, the greater the danger,
and the more drastic the remedies will have to be.”

Reestablishing budget balance will require discipline in both rev-
enue and spending actions, but restraint on spending may prove
the more difficult. Tax cuts are limited by the need for the Federal
Government to fund a basic level of services—for example, national
defense. No such binding limits constrain spending. If spending
growth were to outpace nominal GDP, maintaining budget balance
would necessitate progressively higher tax rates that would eventu-
ally inhibit the growth in the revenue base on which those rates
are imposed. Deficits, possibly ever widening, would be the inevi-
table outcome.

Faster economic growth, doubtless, would make the deficits far
easier to contain. But faster economic growth alone is not likely to
be the full solution to currently projected long-term deficits. To be
sure, underlying productivity has accelerated considerably in recent
years. Nevertheless, to assume that productivity can continue to
accelerate to rates well beyond the current underlying pace would
be a stretch, even for our very dynamic economy. So short of a
major increase in immigration, economic growth cannot be safely
counted upon to eliminate deficits and the difficult choices that will
be required to restore fiscal discipline.

By the same token, in setting budget priorities and policies, at-
tention must be paid to the attendant consequences for the real
economy. Achieving budget balance, for example, through actions
that hinder economic growth is scarcely a measure of success. We
need to develop policies that increase the real resources that will
be available to meet our longer-term needs. The greater the re-
sources available—that is, the greater the output of goods and serv-
ices produced by our economy—the easier will be providing real
benefits to retirees in coming decades without unduly restraining
the consumption of workers.

These are challenging times for all policymakers. Considerable
uncertainties surround the economic outlook, especially in the pe-
riod immediately ahead. But the economy has shown remarkable
resilience in the face of a succession of substantial blows. Critical
to our Nation’s performance over the past few years has been the
flexibility exhibited by our market-driven economy and its ability
to generate substantial increases in productivity. Going forward,
these same characteristics, in concert with sound economic policies,
should help to foster a return to vigorous g